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Abstract 
By conducting panel data analysis across 32 federal entities 
in Mexico over the period 1994-2006, this paper studies the 
determinants of foreign direct investment (FDI) and its effect 
on income inequality within and between regions. We observe 
that the level of development and the size of the market have a 
direct relationship with FDI and therefore, they tend to increa-
se the inequality gap between regions, but there is no evidence 
suggesting that it creates inequality within them. 
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Inversión extranjera en México. Determinantes y su efecto en la desigualdad 
del ingreso
 
Resumen
A través de un análisis de datos en panel para 32 entidades federales en México durante el 
periodo de 1994 a 2006, este trabajo explora las determinantes de la inversión extranjera 
directa (IED) y su efecto sobre la desigualdad del ingreso dentro y entre las regiones. Se 
observa que el nivel de desarrollo y el tamaño de mercado tienen una relación directa con 
la IED; por lo tanto, tienden a acrecentar la brecha de desigualdad entre las regiones, pero 
no existe evidencia que sugiera que la IED genera desigualdad dentro de las regiones.
Palabras clave: inversión extranjera directa, determinantes, desigualdad del ingreso, panel 
de datos, crecimiento económico.
Introduction
The theoretical and empirical arguments on the determinants of foreign direct in-
vestment (FDI) in the relevant literature, are diverse and in some cases controver-
sial. Beginning with the Ricardian two-factor model, which establishes that inter-
national exchange is given by the existence of comparative advantages between 
countries, it means that labor abundant countries most import capital, and capital 
abundant countries most import labor, based on the suggestion of Stopler-Samuel-
son neoclassical model that states that market openness increases the use of low 
cost, an abundant factor in developing countries, as exports and imports adjust 
according to the orthodox principle of comparative advantages. Hence, according 
to standard theory, an important determinant of FDI in developing countries is the 
low-cost labor and foreign investment has a distributional effect on the economy 
(Ghosh, 2003; Lee and Vivarelli, 2006). In this sense, less developed countries 
have a comparative advantage on labor and so their exchange pattern bases on 
wages, they are able to attract FDI from developed countries due to lower wages. 
0RUHRYHUIRUHLJQLQYHVWPHQWLVH[SHFWHGWRÁRZWRZDUGVWKHSURGXFWLRQRIWUDGD-
ble goods that mainly uses the cheaper and abundant factor of the economy, while 
the costly and scarce factor is less used. This mechanism increases the income 
of the factor which is relatively most used in the export sector and is also most 
abundant, this factor is conventionally assumed to be unskilled labor in developing 
countries; by the same token, income distribution is expected to improve and even-
WXDOO\ERWKFRXQWULHVEHQHÀW
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Orthodox theory has found empirical support to the extent that the surge of mar-
ket-oriented policies, implemented worldwide since the 1980s, has encouraged the 
)',ÁRZIURPGHYHORSHGWRGHYHORSLQJFRXQWULHVDQGRQHRIWKHPDLQUHDVRQVLV
the comparative advantage in terms of lower wages in the host countries (UNCTD, 
1998). There is also empirical evidence that wages have increased in the regions 
where FDI has concentrated. On the other hand, although corporations can move to 
low-cost labor countries, they do not tend to move to less developed regions within 
DVSHFLÀFFRXQWU\ 5HGGLQJDQG9HQDEOHV0DDQG LQVRPHFDVHV
WKH\VHHNIRUTXDOLÀHGODERULQUHODWLYHWHUPV)HQHVWUDDQG+DQVRQ/LSVH\
and Sjöholm, 2004), especially if the production process involved has skill-biased 
technology, relative to the traditional local production. This trend consequently 
can increase the income gap within and between regions in the host country and 
therefore, challenges orthodox assumptions.
Since FDI is a form of international exchange in which the main actors are Multina-
tional Corporations (MNC), we have to remember that an enterprise’s main goal is 
to increase earnings  so they will select locations which facilitate the achievement 
of this (Kaya and Walker, 2009). Considering that MNC think of FDI as an exchan-
ge facilitator, alternative theories suggest additional determinants of FDI. For ins-
tance, the eclectic theory, evolved by Dunning (1980, 2001), integrates three inte-
UUHODWHGFRQFHSWVWRHYDOXDWHWKHIDFWRUVLQÁXHQFLQJDQGGHWHUPLQLQJFURVVERUGHU
production. In its general form, the theory is also known as the OLI paradigm due 
to the three main concepts it involves, which are explained as follows:
(O) Ownership advantagesDUHÀUPVSHFLÀFFKDUDFWHULVWLFVVXFKDVWHFKQRORJ\
brand name or economies of scale, that can be transferred between countries wi-
thin the multinational enterprise and, they facilitate higher revenues and/or lower 
costs that offset the cost of operating in a foreign country, they also provide market 
SRVLWLRQDQGRSHUDWLRQDODGYDQWDJHVRYHURWKHUÀUPV
//RFDWLRQDGYDQWDJHVRUFRXQWU\VSHFLÀFDGYDQWDJHV, are important to deter-
PLQHWKHKRVWFRXQWU\RUWKHUHJLRQZLWKLQLW WKH\VKRXOGJXDUDQWHHDQHIÀFLHQW
DQG SURÀWDEOH RSHUDWLRQ RI WKH ÀUP WKH\ FDQ EH VHSDUDWHG LQ WZR JURXSV7KH
ÀUVW JURXSFRPSULVHV HFRQRPLF DQGJHRJUDSKLFDO IHDWXUHVZKLFKDUH UHODWHG WR
quantity, quality and cost of, and access to, production factors, market size, access 
to skilled labour, distance to major markets or to the home country, and access to 
infrastructure, transport and communications. The second group involves political 
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advantages, such as the legislation that affects the FDI regime, trade and interna-
tional production. 
(I) Internalization advantages FRPSULVH WKHRSWLRQV WKDW WKHÀUPKDV WRRSHUDWH
GLUHFWO\RULQGLUHFWO\LQDKRVWFRXQWU\IRULQVWDQFHWKHÀUPFDQRZQWKHIDFLOLWLHV
RUDOWHUQDWLYHO\FDQ OLFHQFH LWVVSHFLÀFDGYDQWDJHV WRDQRWKHUÀUPFUHDWHVXEVL-
diaries abroad, enter a joint venture with another company, form alliances or sell 
IUDQFKLVHVLQDQ\FDVHWKHÀUPZLOOKDYHWRÀUVWVWXG\WKHHIIHFWRIWKHRSWLRQWKDW
JXDUDQWHHVPRUHEHQHÀWDQGOHVVULVN
'XQQLQJDOVRVWDWHVWKDW)',EHQHÀWVKRVWFRXQWULHVLQWKHQH[WÀYHOLQHV
E\HQWHUSULVHHIÀFLHQWSURGXFWLYLW\ZKLOHGLPLQLVKLQJPDQDJHPHQWFRVWVRULQFUHD-
sing returns from labor and/or capital; 2) trough innovation, quality improvement, 
or managerial estructures; 3) trough relocating production resources according to 
comparative advantages; 4) by accesing new foreign markets and 5) diminishing 
costs by changes on demand and supply.
On the other hand, with the pass of time, market distortions have been decreasing 
thanks to government’s recognition of their impossibility to satisfy the demand of 
investment necessary for economic growth and development.  Endogenous eco-
nomic growth theory (Mattos, 2002), supposes that long term growth depends on 
the country capacity to accumulate capital, human capital and knowledge, that is 
WKHUHDVRQZK\JRYHUQPHQWVVKRXOGSODQDQGGHÀQHWKHDFFXPXODWLRQOHYHORIWKLV
factors according to growth expectancies. Countries have been designing policies 
to stimulate private investment attraction in which  FDI is included (Ros, 2004).
To conclude, orthodox theories suppose that using comparative advantages less-de-
veloped countries will increase their labor demand by attracting FDI due to cheap 
ODERUFRVWV01&ZKLFKDUHFDSLWDORZQHUVKDYHWRGHÀQHWKHLUORFDWLRQVZLWKWKH
object of increasing earnings which can be possible if they establish in less deve-
loped countries with low wages. Then, scarce capital countries should attract FDI 
trough openness policies that will suit endogenous economic growth.
The certainty of this depends on the interest of MNC; in order to explain this we 
JLYH.RMLPDDQG0DUNXVHQFODVVLÀFDWLRQVIRU)',.RMLPDGLYLGHV
FDI basically in two types: the one that promotes trade, “trade – oriented” and the 
other one that inhibits trade:  “not-trade-oriented”.
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Under this assumption, trade-oriented FDI is the kind that seeks resources ac-
cording to comparative advantages, it means that a country looks for a location 
to compensate for its lack of resources or labor; under this context FDI helps to 
build an export structure which positively contributes to international trade. On the 
opposite, there is the not-trade-oriented FDI. This kind tries to avoid trade barriers 
(qualitative and quantitative) to get a costs reduction, it looks for locations to in-
crease the enterprise´s market, it does contribute to import substitution, so it does 
inhibit international exchange.
0DUNXVHQDQG0DVNXVE\XVHRIWKHEDVLF)',FODVVLÀFDWLRQRI´YHUWLFDO
NLQGµDQG´KRUL]RQWDONLQGµGHYHORSHGWKH´FDSLWDO²NQRZOHGJHNLQGµ'HÀQL-
tions are as follows:
9HUWLFDO)',LVUHSUHVHQWHGE\ÀUPVZKRVHSURGXFWLRQSURFHVVHVKDYHEHHQGLYL-
ded and located in different geographical regions according to comparative advan-
tages.  Under a vertical FDI modelPXOWLQDWLRQDODFWLYLW\LVGHÀQHGE\GLIIHUHQFHV
in countries factor endowments, this type will be relevant only when countries get 
different endowments and it helps for international exchange.
+RUL]RQWDO)',FRQVLVWVRIPXOWLSOHSODQWÀUPVZKLFKVWULFWO\UHSOLFDWHWKHLUSUR-
GXFWLRQSURFHVVLQHYHU\ORFDWLRQWKH\KDYH ,QWKLVFDVHWKHÀUPLVORRNLQJWR
supply the host country market. This type of FDI will be relevant only in similar 
FRXQWULHVRWKHUZLVHMXVWRQHRIWKHPZLOOEHQHÀWHLWKHUIURPPDUNHWVL]HRUIURP
the difference on costs factors.
Capital-Knowledge FDI conjugates the two concepts above. In other words, it 
allows multinational corporations to have multiple plants and to divide geographi-
cally the production process.  The capital–knowledge FDI model has two impor-
WDQWDVVXPSWLRQVÀUVWWKDWNQRZOHGJHFDQPRYHLQWHUQDWLRQDOO\DQGVHFRQGWKH
existence of multiproduction facilities. Under this model, FDI will be relevant in 
either similar countries or countries with different endowments. This type of FDI 
VDWLVÀHVWKHQHHGVRIFRVWVIDFWRUVDQGWKRVHRIELJJHUPDUNHWVLWDOVRSURYLGHVWKH
host country the opportunity to attract horizontal and vertical FDI.
7KLVVWXG\LVDLPHGDWWHVWLQJWKHVLJQLÀFDQFHRIWKHHFRQRPLFDQGJHRJUDSKLFDO
VSHFLÀFDGYDQWDJHVDVGHWHUPLQDQWVRI)',DFURVVORFDOVWDWHVLQ0H[LFRRYHU
the 1994-2006 period; we do not include political determinants, as the relevant 
Mexican legislation is a region-invariant variable.
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,IZHDVVXPHWKDW)',EULQJVZLWKLWHFRQRPLFEHQHÀWVDQGDFFRUGLQJWRWKH2/,
paradigm, agglomeration or level of development, in terms of infrastructure, hu-
PDQFDSLWDOPDUNHWVL]HHWFDUHSRVLWLYHO\UHODWHGWRWKHLQÁRZRI)',ZHFDQ
infer that FDI will create inequality across regions, and can have diverse effects 
within regions. In this respect, this paper is also aimed at testing the effect of FDI 
on inequality within and between 32 local states in Mexico. The period of the 
study commences in 1994 because the current methodology to measure FDI across 
regions in Mexico started that year. This period is relevant because it incorporates 
the North America Free Trade Agreement (NAFTA) era, that became effective also 
in 1994. The paper is organized as follows: In section 2 we explain the variables, 
in section 3, the econometric analysis is conducted, and section 4 is the conclusion 
of the paper and it outlines policy.    
The data
For this study, we constructed a balanced panel consisting of 224 observations, 
DFURVVIHGHUDOHQWLWLHV LQ0H[LFRRYHUWLPHREVHUYDWLRQVHYHU\WZR\HDUV
between 1994 and 2006. The analysis includes 5 sets of explanatory variables to 
study if economic and geographical advantages, across Mexican regions, are signi-
ÀFDQWGHWHUPLQDQWVRI)',DQGWRVWXG\WKHLUHIIHFWRQLQFRPHLQHTXDOLW\
7KHÀUVW VHW FRPSULVHV LQFRPH OHYHO YDULDEOHV*URVV'RPHVWLF3URGXFW *'3
per capita and average wage in real terms, the source is Instituto Nacional de 
(VWDGtVWLFD*HRJUDÀDH,QIRUPiWLFD,1(*,DQG&RPLVLyQ1DFLRQDOGH6D-
larios Mínimos (CONASAMI, 2011), respectively. The second set contains market 
size variables, GDP in real terms and population, the source is INEGI (2011) and 
Consejo Nacional de Población (CONAPO, 2011). In the third set we include va-
riables to measure human capital or specialization, they are per capita government 
expenditure on education (INEGI, 2011) and educational attainment, the source is 
Secretaría de Educación Pública (SEP, 2011). The fourth set comprises variables 
that represent infrastructure; they are government expenditure on transport and 
communications per capita (INEGI, 2011a), and per capita landline telephones 
,1(*,7KHÀIWKDQGODVWVHWFRQWDLQVJHRJUDSKLFDOORFDWLRQYDULDEOHVLQ
UHODWLRQWRPDMRUPDUNHWV7KHÀUVWYDULDEOHLVFRQVWUXFWHGE\WDNLQJWKHGLVWDQFH
between the capital of the local state and Mexico City (the major market in the 
country), and it is aimed at testing if FDI is market seeking or horizontal. The 
second variable takes the distance between the capital of the local state and the 
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FORVHVWRIÀFLDOFURVVLQJSRLQWDWWKHERUGHUOLQHZLWKWKH86DQGLVDLPHGDWWHV-
ting if FDI is vertical or production cost-minimizing, the source is Geobytes, Inc. 
(2011)1. Our dependent variable is FDI (INEGI, 2011); it is also incorporated as an 
explanatory variable in the inequality models. The explanatory variables are also 
included in the inequality models. All the per capita variables are constructed with 
population data from CONAPO (2011). 
7KHGHSHQGDQWYDULDEOHRQ LQFRPHLQHTXDOLW\ZLWKLQUHJLRQV LV WKH*,1,FRHIÀ-
cient; it is constructed with micro level data from household income surveys pro-
vided by (INEGI, 1994-2006). The dependent variable on inequality between re-
JLRQVLVGHÀQHGDVIROORZV
    
where I is the index on income inequality between regions, i is the local state, t 
is the time period, y
it
 is the log of per capita GDP for every local state in the time 
period t, y
DFt
 is the log of per capita GDP for Mexico City at the time t. The va-
riable is expressed in positive values because it takes the region with the highest 
GDP per capita (Mexico City) as reference. This has been used before as an index 
of inequality between countries by Chatterji (1992), and as an index of inequality 
between Mexican regions by Rodríguez-Oreggia and Costa-i-Font (2002).
The econometric model
,QWKLVVHFWLRQZHFRQGXFWWKUHHGLIIHUHQWVHWVRIUHJUHVVLRQV7KHÀUVWVHWLVDLPHG
at testing the determinants of FDI. In the second and third sets studies the effect of 
FDI and its determinants on income inequality within and between regions respec-
tively. All the regressions are performed in logs, in order to obtain elasticities and 
to be able to conduct homogeneous interpretations of the effects of the explanatory 
YDULDEOHV(YHU\HTXDWLRQLVSHUIRUPHGWKURXJKÀYHGLIIHUHQWVSHFLÀFDWLRQVRUGL-
QDU\OHDVWVTXDUHV2/6À[HGHIIHFWV)(ZLWKJURXSGXPP\YDULDEOHV)(ZLWK
 16KDW]DQG9HQDEOHVDUJXHWKDWÀUPVPDNHLQYHVWPHQWVLQDIRUHLJQFRXQWU\GXHWRPDLQUHDVRQV7KH
ÀUVWRQHLVWRHFRQRPL]HRQWDULIIVDQGWUDQVSRUWVFRVWLQRUGHUWREHWWHUVHUYHWKHORFDOPDUNHWWKLVW\SHRI)',
tends to locate within or close to local major markets and is called horizontal or market seeking. The second one 
is to reduce the cost of production factors to supply the production process with lower-cost inputs, in order to 
LQFUHDVHSURÀWVWKLVW\SHRI)',WHQGVWRORFDWHLQORZFRVWODERUUHJLRQVRUFRXQWULHVFORVHWRWKHVRXUFHFRXQ-
try, and is called vertical or production cost-minimizing. In this study we consider the US as the source country 
EHFDXVHEHWZHHQDQGLWSURYLGHGDERXWSHUFHQWRIWKH)',LQÁRZWR0H[LFR,1(*,
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group and time dummy variables, random effects (RE) with cross-section error 
component and, RE with cross-section and time error components. 
,QRUGHUWRVHOHFWWKHDSSURSULDWHVSHFLÀFDWLRQWKUHHGLIIHUHQWWHVWVDUHFDUULHGRXW
The F test examines if data are poolable, that is, if groups or time periods have the 
same constant; alternatively it studies if the group dummy variables or the time 
GXPP\YDULDEOHVDUHVWDWLVWLFDOO\VLJQLÀFDQWZKHQ WKH\DUHDGGHG WR WKHSRROHG
regression in order to turn to FE models. The null hypothesis of the F test across 
groups is H
0
: Ơ
i
 Ơ, the null hypothesis over time is H
0
Ơ
t
 Ơ, we also combine 
both null hypothesis when both group and time dummy variables are added to the 
OLS equation. The F WHVWFDQDOVREHSHUIRUPHGWRFRPSDUHGLIIHUHQWVSHFLÀFD-
tions, for instance, group and period effects versus group effects. In any case, if 
the null hypothesis is rejected, the unrestricted regression is appropriate. To test 
for the presence of random effects we use the Breusch and Pagan Lagrange Mul-
tiplier (LM) test (1980) based on the OLS residuals, if the null hypothesis H
0
Ʊ2
u
 
 LVWUXHWKDWLVWKHUHDUHQRUDQGRPHIIHFWVLQGLYLGXDOVSHFLÀFRUWLPHVHULHV
error variance are cero) and therefore the classical (pooled) regression model with 
a single constant (Ơ
 i
 Ơ) is appropriate, then the LM statistic has a distribution 
WKDW LVFKLVTXDUHGZLWKRQHGHJUHHRI IUHHGRP7KH+DXVPDQ WHVW FRP-
SDUHVWKHFRHIÀFLHQWHVWLPDWHVIURPWKH5(PRGHOWRWKRVHIURPWKH)(PRGHOWKH
idea underlying the test is that both the RE and the FE estimators are consistent if 
there is no correlation between the individual or period error components and the 
explanatory variables x
kit
 and, therefore, they should not differ systematically. On 
the other hand, if the unobservable error components are correlated with any x
kit
, 
the RE estimator is inconsistent, while the FE estimator remains consistent. The 
test statistic has and asymptotic chi-squared distribution, if the null hypothesis H
0
: 
the two estimates should not differ systematically is rejected, the RE estimator is 
inconsistent and the FE model is preferred.  
Determinants of FDI
Table 1 presents the regression of FDI on its determinants. When we conduct the 
FWHVWWRFRPSDUHWKHJURXSDQGSHULRGHIIHFWVVSHFLÀFDWLRQVWRWKHJURXSHIIHFWV
equations, the results show that the restricted regressions are appropriate at the 5 
SHUFHQWOHYHORIVLJQLÀFDQFH,QFRQWUDVWWKHF test rejects the null hypothesis when 
comparing the group effects equations versus the OLS regressions. This outcome 
suggests that the FDI functions change across groups but do not change much over 
time. The LM test rejects the null hypothesis in any case at the 5 percent level of 
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VLJQLÀFDQFH DQG WKHUHIRUH VXJJHVWV WKH SUHVHQFH RI UDQGRP HIIHFWV7KH+DXV-
man test on the group effects equations shows different results. In the regressions 
on GDP per capita, GDP, population and per capita government expenditure on 
HGXFDWLRQ WKH UDQGRP HIIHFW VSHFLÀFDWLRQ LV SUHIHUUHGZKLOH LQ WKH UHJUHVVLRQV
on average wage, educational attainment, per capita government expenditure on 
WUDQVSRUWDQGFRPPXQLFDWLRQVDQGSHUFDSLWDODQGOLQHWHOHSKRQHVWKHÀ[HGHIIHFW
VSHFLÀFDWLRQ LVDSSURSULDWHG$V WKHGLVWDQFHYDULDEOHVDUH WLPHLQYDULDQWZKHQ
we conduct the regressions on these variables only the OLS equations and the 
5(VSHFLÀFDWLRQVZLWKJURXSHIIHFWV DUHSHUIRUPHG WKH UHJUHVVLRQZLWK WKH)(
VSHFLÀFDWLRQDUHQRW FDUULHGRXWEHFDXVH WKHFRHIÀFLHQWVRI DQ\YDULDEOHZLWK D
ZLWKLQVWDQGDUGGHYLDWLRQRI]HURDUHQRWZHOOLGHQWLÀHGXQGHUWKLVVSHFLÀFDWLRQ
The regressions presented in table 1 yield the following results: From the variables 
on income, FDI per capita is highly elastic to the GDP per capita; 1 percent increa-
se in the average income leads to a 3.84 percent up turn on the dependent variable, 
ZKHUHDVWKHFRHIÀFLHQWRQWKHDYHUDJHZDJHLVSRVLWLYHDOWKRXJKQRWVLJQLÀFDQW
7KHFRHIÀFLHQWVRQWKHPDUNHWVL]HYDULDEOHVDUHERWKSRVLWLYHDQGVLJQLÀFDQWDQ
upturn of 1 percent on GDP or population raises the FDI indicator by 2.04 percent 
and 1.29 percent respectively. In terms of human capital formation we observe that 
the per capitaRIJRYHUQPHQWH[SHQGLWXUHRQHGXFDWLRQLVSRVLWLYHEXWQRWVLJQLÀ-
FDQWWKHHGXFDWLRQDODWWDLQPHQWYDULDEOHLVSRVLWLYHDQGVLJQLÀFDQWDQGLWKDVWKH
most elastic effect on the dependent variable; an increase of 1 percent on this va-
ULDEOHUDLVHV)',E\SHUFHQW$VIRUWKHLQIUDVWUXFWXUHYDULDEOHVWKHper capita 
of government expenditure on transport and communications and the per capita 
RIODQGOLQHWHOHSKRQHVDUHERWKSRVLWLYHEXWRQO\WKHODWWHULVVLJQLÀFDQWSHUFHQW
increase in the per capita of landline telephones leads to a 1.21 percent upturn on 
the dependent variable. 
Finally, the geographical location variables are both negative, the variable on the 
GLVWDQFHWR0H[LFR&LW\LVVLJQLÀFDQWRQO\LQWKH2/6PRGHOZKLOHWKHYDULDEOHRQ
WKHGLVWDQFHWRWKH86ERUGHULVVLJQLÀFDQWLQERWKWKHUDQGRPHIIHFWVDQGWKH2/6
models, at one percent reduction in the distance to the US border FDI increases by 
2.09 percent.
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Table 1
Determinants of foreign direct investment
Notes: The dependent variable is FDI per capita, p values in parenthesis, all the variables are 
expressed in logs
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In order to test the robustness of the explanatory variables we conduct regressions 
WKDWLQFOXGHWKHPRVWVLJQLÀFDQWGHWHUPLQDQWVRI)',IURPWKHÀYHVHWVRIJHRJUD-
phical and economic variables. Except for the market size set, we take population, 
ZKLFKLVOHVVVLJQLÀFDQWWKDQ*'3WRDYRLGPXOWLFROOLQHDULW\EHWZHHQ*'3DQG
GDP per capita7KHÀUVWUHJUHVVLRQVSUHVHQWHGLQWDEOHGRQRWLQFOXGHWKHWL-
me-invariant variables (distance to the US border and distance to Mexico City), so 
WKDWZHFDQSHUIRUPWKHÀYHGLIIHUHQWVSHFLÀFDWLRQVDVEHIRUH
Table 2
Determinants of foreign direct investment (multi-variable equations)
Notes: The dependent variable is FDI per capita, p values in parenthesis, all the variables are 
expressed in logs
The LM test is unable to reject the null hypothesis H
0
Ʊ2
u
 LQERWKVSHFLÀFDWLRQV
with group effects and group and period effects and therefore, the classical (pooled) 
regression model with a single constant (Ơ
 i
 Ơ) is appropriate. In addition, the F test 
does not to reject the null hypothesis H
0
: the unrestricted regression is appropriate, at 
WKHÀYHSHUFHQWOHYHORIVLJQLÀFDQFHZKHQFRPSDULQJHTXDWLRQVDQGYHUVXV
&RQVHTXHQWO\WKH2/6VSHFLÀFDWLRQLVWKHPRVWFRQYHQLHQWLQWKLVFDVH
From table 2 we observe that GDP per capita, population and per capita landline 
WHOHSKRQHVDUHSRVLWLYHDQGVWDWLVWLFDOO\VLJQLÀFDQWDQGWKH\KDYHDQHODVWLFHIIHFW
RQ)',2QO\ WKH HGXFDWLRQDO DWWDLQPHQW YDULDEOH LV QRW VLJQLÀFDQW DW DQ\ FRQ-
ventional level. This result suggests that the effect of education on FDI is rather 
created through the level of development in a region, represented in this equation 
by GDP per capita or infrastructure (per capita landline telephones), as education 
is strongly associated to these variables. 
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Table 3
Determinants of foreign direct investment
(OLS multi-variable equation, including time-invariant variables)
Notes: The dependent variable is FDI per capita, p values in parenthesis, all the variables are 
expressed in logs
7DNLQJLQWRDFFRXQWWKDWWKHSUHIHUUHGHTXDWLRQLQWDEOHLVWKH2/6VSHFLÀFDWLRQ
we add to this equation the geographical location variables. The results are repor-
ted in table 3. We did not incorporate these time-invariant variables in the previous 
H[HUFLVHZKLFKFRPSDUHVÀYHGLIIHUHQWVSHFLÀFDWLRQVEHFDXVHWKHLUFRHIÀFLHQWV
ZLWKDVWDQGDUGGHYLDWLRQRI]HURDUHQRWZHOOLGHQWLÀHGXQGHUWKH)(VSHFLÀFDWLRQ
as commented before. 
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7KHUHVXOWVLQWDEOHDUHVLPLODUWRWKRVHUHSRUWHGLQWKH2/6VSHFLÀFDWLRQLQWDEOH
2. The GDP per capita, population and the per capita of landline telephones varia-
EOHVDUHSRVLWLYHDQGVLJQLÀFDQWDQGWKH\KDYHDQHODVWLFHIIHFWRQ)',:HFDQDOVR
VHHWKDWWKHPDJQLWXGHRIWKHFRHIÀFLHQWVGRQRWGLIIHUPXFKLQERWKHTXDWLRQV$V
for the geographical location variables, only distance to the US border is negative 
DQGVLJQLÀFDQWDQGLWFRQÀUPVWKDWIURPWKHWZRJHRJUDSKLFDOORFDWLRQYDULDEOHV
distance to the US is more robust, as shown in table 1.     
The effect of FDI on income inequality within regions
,QWKLVVHFWLRQZHÀUVWVWXGLHGWKHHIIHFWRI)',RQLQFRPHLQHTXDOLW\ZLWKLQUH-
gions, excluding control variable. The results, reported in Panel 1 of table 4, indi-
FDWHWKDW)',LQYHVWPHQWGRHVQRWKDYHDVLJQLÀFDQWHIIHFWRQWKH*LQLFRHIÀFLHQWV2 
RIWKHIHGHUDOHQWLWLHVLQDQ\RIWKHÀYHVSHFLÀFDWLRQV
The regressions reported in Panel 2 include the determinants of FDI that were used 
in table 2. These control variables are incorporated in the equation to isolate the 
effect of FDI. The geographical location variables are not added in this exercise for 
the previously explained reason. 
According to the LM test, the classical (pooled) regression model with a single 
constant (Ơ
 i
 Ơ) is appropriate, because the test is unable to reject the null hy-
pothesis H
0
Ʊ2
u
 LQERWKVSHFLÀFDWLRQVZLWKJURXSHIIHFWVDQGJURXSDQGSHULRG
effects. Furthermore, when comparing equations 2 and 3 versus 1, the F test does 
not reject the null hypothesis H
0
: the unrestricted regression is appropriate, at the 
ÀYHSHUFHQWOHYHORIVLJQLÀFDQFHDQGKHQFHWKH2/6VSHFLÀFDWLRQLVWKHSUHIHUUHG
equation. 
2&DOFXODWHG*LQL&RHIÀFLHQWVDUHJLYHQLQDSSHQGL[
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Table 4
7KHHIIHFWRI)',RQWKH*LQLFRHIÀFLHQW 
(single-variable and multi-variable equations)
1RWHV7KHGHSHQGHQWYDULDEOHLVWKH*LQLFRHIÀFLHQWp values in parenthesis, all the variables are 
expressed in logs
)',UHPDLQVQRQVLJQLÀFDQW7KHSRSXODWLRQYDULDEOHLVSRVLWLYHDQGVLJQLÀFDQW
which indicates that the larger the population is within a federal entity, the more 
unequal the federal entity tends to be. The per capita of landline telephones varia-
EOHLVQHJDWLYHDQGVLJQLÀFDQWWKLVUHVXOWVXJJHVWVWKDWLQIUDVWUXFWXUHFRQWULEXWHV
to improve income distribution within regions. GDP per capita and educational 
attainment do not have explanatory power in this exercise.   
7DEOHVKRZVWKH2/6VSHFLÀFDWLRQLQFOXGLQJJHRJUDSKLFDOORFDWLRQYDULDEOHV$V
in the regressions in table 2, the time-invariant variables were not incorporated in 
WKHHTXDWLRQVLQWDEOHEHFDXVHWKHLUFRHIÀFLHQWVKDYHDVWDQGDUGGHYLDWLRQRI]HUR
DQGDUHQRWZHOOLGHQWLÀHGXQGHUWKH)(VSHFLÀFDWLRQ
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Table 5
7KHHIIHFWRI)',RQWKH*LQLFRHIÀFLHQW
(OLS multi-variable equation, including time-invariant variables)
1RWHV7KHGHSHQGHQWYDULDEOHLVWKH*LQLFRHIÀFLHQWp values in parenthesis, all the variables are 
expressed in logs.
The results reported in table 5 do not differ much from those reported in the OLS 
VSHFLÀFDWLRQLQ3DQHORIWDEOH7KH*'3per capita and FDI variables remain 
QRQVLJQLÀFDQW7KHSRSXODWLRQDQGSHUFDSLWDODQGOLQHWHOHSKRQHVYDULDEOHVUH-
PDLQVLJQLÀFDQWNHHSWKHVDPHVLJQDQGWKHPDJQLWXGHRIWKHFRHIÀFLHQWVLVVLPL-
lar in both equations. It is worth noting that the variable on education is now posi-
WLYHDQGVLJQLÀFDQWDWWKHSHUFHQWOHYHOZKLFKVXJJHVWVWKDWDVWKHSRSXODWLRQ
in average, gets more educated, income dispersion tends to increase. From the 
two geographical location variables, distance to the US is positive and is the only 
VLJQLÀFDQWWKLVUHVXOWLPSOLHVWKDWWKHFORVHUWKHIHGHUDOHQWLWLHVDUHWRWKHQRUWKHUQ
borderline the more unequal they tend to be.
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The effect of FDI on income inequality between regions
)LUVWO\ZHFRQGXFWUHJUHVVLRQXSRQÀYHGLIIHUHQWVSHFLÀFDWLRQVH[FOXGLQJFRQWURO
variables, to test the effect of FDI on income dispersion between regions. The out-
come is reported in Panel 1 of table 6. The F test rejects the null hypothesis, H
0
: the 
unrestricted regression is appropriate, in the three cases and, therefore, it indicates 
that it is convenient to include time and group effects in the model. Moreover, 
WKH/0 WHVW UHMHFWV WKH K\SRWKHVLV WKDW LQGLYLGXDOVSHFLÀF DQG WLPH VHULHV HUURU
variance are cero, which suggests that we need to turn to panel data models. After 
FRPSDULQJWKHFRHIÀFLHQWHVWLPDWHVIURPWKH5(PRGHOWRWKRVHIURPWKH)(PRGHO
by applying the Hausman test, we observe that the FE model is more convenient 
LQERWKJURXSHIIHFWVDQGJURXSDQGSHULRGHIIHFWVVSHFLÀFDWLRQV+HQFHWKH)(
PRGHOZLWKJURXSDQGSHULRGHIIHFWVLVPRUHDSSURSULDWHIURPWKHÀYHUHJUHVVLRQV
,QWKLVFDVHLWLVSRVVLEOHWRVHHWKDWWKH)',YDULDEOHLVSRVLWLYHDQGVLJQLÀFDQWDW
the 10 per cent level, in other words, FDI is associated to income dispersion across 
regions.     
In the second panel we incorporate the control variables used previously, except 
WKHJHRJUDSKLFDO ORFDWLRQYDULDEOHVEHFDXVHWKHLUFRHIÀFLHQWVDUHQRWZHOO LGHQ-
WLÀHGLQWKH)(PRGHO$VLQ3DQHOLQWKLVFDVHWKH)(PRGHOZLWKJURXSDQG
SHULRGHIIHFWVLVWKHSUHIHUUHGVSHFLÀFDWLRQ7KHIRXUFRQWUROYDULDEOHVDUHVLJQL-
ÀFDQWSRSXODWLRQ HGXFDWLRQDO DWWDLQPHQWDQG ODQGOLQH WHOHSKRQHVKDYHSRVLWLYH
sign, while GDP per capitaKDVQHJDWLYHFRHIÀFLHQW7KLVUHVXOWLPSOLHVWKDWLQIUDV-
tructure and education are not well distributed across regions because they tend to 
create inequality between them; in addition, the larger the population is the more 
unequal is the distribution of income across federal entities. On the other hand, 
the result suggests that the growth of GDP per capita has a redistributive impact 
RQLQFRPHDFURVVUHJLRQV,WVKRXOGEHDGGHGWKDW)',LVQRORQJHUVLJQLÀFDQWLQ
Panel 2. To this respect, we can say that the distribution of income across regions 
in Mexico is not directly affected by FDI, it is rather affected by other variables 
such as population, education, infrastructure or average income, which can also be 
determinants of foreign direct investment. 
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Table 6
7KHHIIHFWRI)',RQWKH*LQLFRHIÀFLHQW 
(single-variable and multi-variable equations)
Notes: The dependent variable is income dispersion between regions, p values in parenthesis; all 
the variables are expressed in logs.
Conclusions
7KHVWXG\VKRZVWKDW)',LQ0H[LFRGRHVQRWWHQGWRÁRZWROHVVGHYHORSHGUH-
gions or to federal entities where unskilled and cheap labour is more abundant. In 
this respect, there is no support for orthodox theory. On the other hand, FDI tends 
WRÁRZWRELJPDUNHWVLQWHUPVRISRSXODWLRQDQGWRPRUHGHYHORSHGUHJLRQVZLWK
more infrastructure and higher average income. Hence, the determinants of foreign 
direct investment in México are consistent with the economic and geographical 
features or location advantages considered in the eclectic theory or OLI paradigm. 
Educational level is also a determinant of FDI although it is not very robust. This 
result suggests that investment seeks more developed regions with higher concen-
tration of population, which are associated with higher levels of education, but 
education as such is not one of the main determinants of, or is not directly associa-
WHGWR)',LQÁRZV
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Mexico City has the biggest concentration of population and the highest educa-
tional level and GDP per capita in Mexico, not surprisingly it also concentrates 
WKH ODUJHVW LQÁRZRI )', QHYHUWKHOHVV WKH GLVWDQFHWR0H[LFR&LW\ YDULDEOH LV
not robust in this study. One explanation of this is that between 2001 and 2006 
WKHSHUFHQWDJHRI)',LQÁRZWRWKLVUHJLRQLQUHODWLRQWRWKHQDWLRQDOLQÁRZIHOO
IURPSHUFHQWWRSHUFHQW3,QFRQWUDVWWKHLQÁRZRI)',WR1XHYR/HyQDQG
Jalisco, which are also federal entities with large population and relatively high de-
YHORSPHQWLQGLFDWRUVLQFUHDVHGIURPSHUFHQWWRSHUFHQWDQGIURPSHUFHQW
to 4 per cent respectively, over the same period. Hence, foreign direct investment 
has reduced its concentration in Mexico City and has tended to scatter in other 
potential markets over the last few years. On the other hand, the distance-to-the-
86ERUGHUYDULDEOHLVVLJQLÀFDQW,QUHODWLRQWRWKLV)',LQWKHQRUWKHUQIHGHUDO
entities4 increased from 15 per cent to 28 per cent between 2001 and 2006 (INEGI, 
2011), which indicates that investments in this region tend to consolidate. 
    
With the above in mind, it can be argued that a proportion of FDI in Mexico is 
KRUL]RQWDOEHFDXVHLWLVDLPHGDWVHUYLQJWKHORFDOPDUNHWWKDWLVLWWHQGVWRÁRZWR
populated areas with high purchasing power. On the other hand, another proportion 
of the investments can be considered vertical, because it locates close to the source 
FRXQWU\VXFKDVWKHLQYHVWPHQWWKDWÁRZVWRWKHQRUWKHUQIHGHUDOHQWLWLHV,WVKRXOG
be added that this type of investment can also be attracted by the potential of the 
local market, considering that federal entities in the north have higher average in-
FRPHFRPSDUHGWRWKRVHLQWKHVRXWK&RQVHTXHQWO\)',LQÁRZVLQ0H[LFRDUHGL-
verse, tend to deconcentrate from México City, and do not belong to a single type.
,Q WKLV VWXG\ZHGRQRWÀQGHYLGHQFH WKDW IRUHLJQGLUHFW LQYHVWPHQWFUHDWHV LQ-
equality within regions. In this sense, the variables that explain the distribution of 
income within federal entities are the size of population, the educational level, the 
provision of infrastructure and, to some extent, the geographical location (regions 
in the north tend to be more unequal than those in the south are). 
Foreign direct investment is associated to inequality across federal entities, becau-
VHLWWHQGVWRÁRZWRPRUHGHYHORSHGUHJLRQVDQGWKLVUHVXOWXQGHUPLQHVVWDQGDUG
theory. It is necessary to point that this is so because FDI  locates in regions with 
a better level of development which accentuates regions inequality. However, the 
37KHÀJXUHVDUHREWDLQHGIURP'LVWULWR)HGHUDODQG(VWDGRGH0p[LFREHFDXVHWKHFLW\PDLQO\
extends across the two federal entities.
4Baja California, Sonora Chihuahua, Coahuila, Nuevo León y Tamaulipas.
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study shows that determinants of FDI are the main cause of regional inequality and 
LWLVQRWWKHGLUHFWHIIHFWRIWKHÁRZRILQYHVWPHQWVDVVXFK
If education and large concentrations of population create inequality within and 
between regions, it is therefore necessary to foster policies that promote a better 
distribution of them across the national territory. According to the results, it is 
also important to promote an even distribution of infrastructure, especially across 
regions, because it has an adverse effect on the distribution of income between 
federal entities. To the extent that these variables can be distributed more evenly, 
the effect of economic growth on income distribution will also become more equa-
litarian.
Finally, we conclude that it is important to achieve a better distribution of the 
determinants of FDI, such as average income, population, infrastructure and, indi-
rectly, education  across federal entities, especially in the less developed regions, 
VRWKDWWKHVHUHJLRQVFDQEHFRPHPRUHDWWUDFWLYHWRWKHÁRZRILQYHVWPHQWVDQG
0H[LFRFDQREWDLQPRUHHTXDOLWDULDQHIIHFWVIURPWKHVHÁRZV
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Appendix 1
*,1,FRHIÀFLHQWPRQHWDU\FXUUHQWLQFRPH
1992 1994 1996 1998 2000 2002 2004 2006
Aguascalientes  0.4529 0.4421   0.4385  0.4561
Baja California 0.4891 0.5694 0.3984 0.4133 0.4188   0.4260
Baja California Sur 0.4313   0.5610   0.4233 0.4102
Campeche 0.4663  0.5153 0.5288  0.4934 0.4854 
Coahuila de 
Zaragoza
0.5058 0.5208 0.4609 0.4385 0.4144 0.3913 0.4800 0.4485
Colima 0.5058 0.3863 0.3948 0.4612  0.4154 0.4085 
Chiapas 0.5238 0.4208 0.4081 0.5458  0.4960  0.5364
Chihuahua 0.4418  0.4538 0.4503 0.3851 0.4555 0.4546 
Distrito Federal  0.5122  0.5054 0.5052 0.4919  0.4911
Durango  0.4510  0.5402  0.4548 0.5231 0.4359
Guanajuato  0.4341 0.4545 0.4801  0.4321 0.4805 0.4851
Guerrero 0.5539 0.5005 0.5682 0.5103 0.5543 0.5098 0.4621 0.4636
Hidalgo 0.4469 0.4448 0.5013 0.5508 0.4830 0.4830 0.5480 0.5051
Jalisco 0.4440   0.5018 0.3941 0.5193  0.4391
Estado de México  0.5625 0.4584 0.4950 0.5022 0.4432 0.4419 0.4535
Michoacán de 
Ocampo
0.6385  0.4993 0.5335 0.4686 0.3804 0.4286 
Morelos 0.4524 0.4323 0.4588  0.5301 0.4038 0.4286 0.4342
Nayarit 0.4398 0.4199 0.4908   0.4358  
Nuevo León   0.4686  0.4084 0.4631 0.4569 0.4291
Oaxaca 0.4684 0.5902   0.5535 0.4808 0.5193 
Puebla 0.6304 0.4848 0.4544 0.5049 0.4958 0.4966 0.4532 0.4542
Querétaro 0.4494 0.4386 0.4646 0.4509 0.5988   0.4385
Quintana Roo 0.4030   0.4216 0.4650   
San Luis Potosí  0.5599   0.4165   
Sinaloa 0.4846 0.5129  0.4602 0.4630 0.4396 0.5309 0.4635
Sonora 0.4603 0.4496 0.4344 0.5121 0.5199 0.4424 0.4431 0.4892
Tabasco  0.5359 0.5212 0.4552 0.4836  0.5055 0.5085
Tamaulipas 0.4553  0.5303 0.6566 0.3951 0.4585  0.4643
Tlaxcala 0.4240 0.3608 0.4185 0.4224 0.4181 0.4038  0.3589
Veracruz de 
Ignacio de la Llave
0.4901 0.5613 0.4945 0.4822    0.4868
Yucatán 0.4364 0.5344 0.5930 0.4588 0.5566  0.4689 0.4826
Zacatecas   0.4534  0.4645 0.4634 0.4400 
* Ingresos ordenados de acuerdo al ingreso corriente monetario
